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This aoverview of polilicy-based. nonproject assistance 1s
based on literatuwre concerned with structural adjustment lending
of the Agency for Intermnaticnal Developments. the Internaticonal
Monetary Fund. and the World RBanl:. It 1s intended as a
contribution to the continuing discussion within A.I.D. on the
rale of policy-basedy nonproject assistance in stimualating
econaomic development.

For more detail on A1 . D. nragrams and references. as well
as those of the World Bank and the International Monetary Funds
gsee MWorking Faper #777. "Approaches to Folicy—-Based Nonproject
Assistance. from which this paper 1s drawn. Full references for
material used are alsco provided there. It 1¢ available ....
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The Mesd for Folicy Refarm

-

The recipe for development is about one part economics and-""

two parts palitics. Any freshman student of economics, for
examples can explain the results for a nation when it consumes
and invests mare than it produces without adequate pravision for
capital inflow and 1ts productive use-—inflation, pressure on the
exchange rates balance of payments difficultiess and growing
internal and internaticnal debts in one combination or anocther.
Measures desjigned tr alleviate{this familiar syndrome may seem to
number about one per economists whereas the single overarching
noen-— ecanomlc salution rests on a factor oftPn called "political
will., '

lLLarge parts of the world todays especially Sub-Saharan
Africas are in economic and political disarrays with incomers, and
pa2r capita agricultural production fallings and with high degvrees
of peliti=zal instability. In Latin America large external debdt
is shaping policy decisions that have high short—-run economic and
political costs. The rate of increase in world trade is slacking
off, and newly emerging economies . are finding it more difficult
to penetrate world markets. : :

In this world context, two great ideclogies compete for
center stage.. One strescses the individual’s freedom of act1on.
market forces and.competition, price as an allocator of
resourcess and the ceonstrained rale of governments. The othpr
espousns government organization of the economys limits to-
freedoms that might  interfere with. the state’s decision—-making
authority, and a belief in the insfficiencies of markets. Each
ideoclogy comprises intellectual and political ingredientsy and
each claims to represent society®s best hope of achieving
material plenty while enhancirg humane values.

In the 19305 many newly emerging nations adopted a political:

and ecoinomic development strategy based an a strong government,
planning,s large state sectors. and single party leadership.
Whatever the full. range of causes, this approach did nat provide
either development or the full flowering of the human spirit.',v
Many nations became economic and pol1t1ca1 disasters. ' Even
states which:-adopted what appeared to be a market-based approach
were often so freighted down with the burden of single party
(reads single man): leadership that cronyism and authority
dominated and markets never were given the chance to cperate.
Stills as long as some growth cccurred,. such high cast models -
could be continued. even if’ largelv to the benef1t of the
directors of such systems. :
Several major events in the 1970s. precipitated the current
emphasis on policy reforms the attempt to strike an optimal.
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balance between the positive but constirained role of government
and the necessarily more open—ended role of private initiative.
The rapid increase 1n oll prices caused immediate problems

throughout the world economys but it moast severely affected less-—

develaoped countries. The second cil shock in 1979 again
worsened the economic position of these countries, but this time
ad justment problems were compounded by rising interest rates on
loans less—developed countries sought to maintain consumption in
the face of falling real ir'u:c«mest Third, population pressure in
many areas hegan to threaten development and peolitical stabilitys
and rising productivity displaced short—run redistributive
schemes as the single most 1mportant way of raising the poor cout
of poverty. Finally, polltlcal thinking in the develaped
countries began teo reflect a broad suspicion that the boundaries
of state authority had been extended tce far into their market
economiess resulting in declining productivity. reduced or
negative growth ratess and worsening income distribution, and
this thinking began to be felt in the advice given by more
developed countries to less—-developed countries.

Many less—developed countries now suffer from multiple and
profound problems: macro—economic imbalances, inflation. and
unsustainable rates of domestic rescurce absorptions reductions
in net capital inflows and in some cases increases in net capital
osutflows; and heavy debt burdens that reguire raising domestic
savings ta very high levels. These countries need to expand and
diversify exportss while addressing the high cost of required
5tab111"at1an and structural changes.

This situation has resulted in a growing emphasis on policy
reforms mainly in sub-Saharan countries and in middle—-income
countries with severe debt service problems. In donor programs,
policy reform efforts take a variety of forms: ranging fram
education through persuasion to conditions that are attached to
lecans and credits. All attempts at reform contain common

elements: smaller budget deficits., tighter monetary control, more:

realistic exchange rates, and similar macrcoceconomic measures.
Also, conditions attached to loans eoften encourage institutional
change such as the freeing of markets and a reduction in the role
of parastatals. Finallys, some conditions relate to strengthening
a government’s technical ability in such areas as budgetxng and
civil service management. :

In brief,~the‘argument'in favor of policy reform rests. both
on the need to reverse the collapse now being experienced in many

less—developed countries and on the Western economic traditiom of |

Adam Smith’s. market—~led develepment. The other Western
intellectual tradition of statist develcpment 1s clearly on the
defensive,; both in the West and in various. Scviet- type economies:
vior ldwide. o ' ‘ -

/|
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The Thecry of Reform and the Need for a
Strengthenad énalvytical Framework

Essentially "“the market" is a system in which
decentralized units operate autoncmously cn the basis of
ktnowledge generated within the market system. The concept traces
back not only to Adam Smith but alse to the important debate
among academics in the 1920s and 1930s between the advocates of
planning and those favoring markgts, ocne of the most important
debates ever to cccur among economists on the ra2lationship
between knowledge and rational economic decisicon—making. It was
part of the open ideclogical dgbate stimulated by the Russian
FRevolution aver the relative merits of socialism and capitalism.
Its central issue waszs the most efficient procedurs for the
‘generations diffusion. and use of decentralized knowledge.

The market model is just cone peossible arrangement Tor
praoviding rules for decision makings informaticn generation and
processing, and institutional and individual mcativation. hkey
features of any economic system. The basic case for the market
is that economic-decisions will mest clecsely reflect individual
wants and rescurce scarcities when they are decentralized among
autonomeus,s privately—held preducing units. These units are
efficient because they have the best information available an
consumer needs and production capabilities.s and serve the
individual (motivational) needs of the preducer (who keeps the
prafit) as well as the worker (who keeps his wage). When markets
are competitive, and there are no significant external effects
(the case of public goods: for example, or externalities in
production)s price forms the main kind of information needed by
boeth households and producers for rational decision—-making which
associates ends with the means of satisfying those ends. The
role of government in this mncdel is ane of referees providing
"hanest weights and measuwres," and providing legitimate public
goods. '

Clearlys the case far the market can be stated strongly, and
underpins conditionality in A.I.D.s the World Bank. and the IMF.
However.: seriocus conceptual problems remain in the application of
market criterias as will be noted bhelaow.

Robert Cassen in 1986 coérdinated a major intergovernmental
study of aid effectivenesss and his conclusions reflect the
"importance of policy-based aid flows: as well as their
limitations. . His major findings are as follows.

-—- Experience with policy dialogque ranges from the
reasonably successful to the conspicucusly :
unsuccessftul. In effects it 'is pasier to identify
common faulty policies (avervalued currencies,
unsatisfactory price structuress and the like) than teo
design a strategy that is appropriate to each country’s
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capacities and likely to succeed in contemporary
conditions.

Sometimes inadequate consideration is given to the
relationship between short—run programs and the
requirements foar fTuture development. For example,
exchange rate reductions will nead langer term support
in poorer countries than in middle—income countries.
Similarlys higher pricgs to farmers must be supported
by provision of essential inputs such as credit,
fertilizers appropriate plant varieties, and transport.
Particular attention must be pa1d to erfects on the
pococr as food prices increase.

The success of policy reform rests heavily on the
institutional capacity of the less—developed countries.
This includes the political commitment of the
leadership and adequate nc=gotiating strength and
analytical capacitys. which may require techrical
assistance. In the absence of these criteria. the
policy reforms will be viewed locally as having been
imposed.

In evaluating the effects of A.I.D. conditionality and
stiructural adjustment programs, Ron Hood, Judith McBuires and
Martha Starr concluded in 1988 that "significant variation
[lexistsl between countries in the degrees duration and :
distribution. of hardship asscociated with the tranmsition.” With
respect to the degree and duration of hardship. three impoartant

factors are:

The magnitude of the sdjust problem. In general, the
larger the magnitude of the adjustment problems the
larger the initial contirraction required to stabilize
the economy. Countries with heavy debt burdens and
significant terms of trade deterioration have been
particularly likely teo wundergo pronounced-—and
sometimes prolonged recession (e.g.s Chile). This .~
includes a 'ny of the heavily indebted middle-income
countriess as well as low—1ncome countrles in. Sub—
Saharan ATrlca. :

- The "deep—rootedness" of'thé adiustmeht problem;lfln'

generals the longer the period of postponing adjustment
via ad hoc measures, the more deep-rocted the problem
becomes in the sense of producing a distortion-driven
economic structure. Large divergences between  the -
pattern of investment, preduction and employmentuand
underlying international competitiveness tend to
produce large initial contractions in inefficient
sectors and long periods before growth resumes.. In

‘.contrast,_some countries developed large cyclically

oy
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induced macro imbalances in the early 1980s that had to
be addressed through stabilizationi but because their
underlying econcmic structures were basically
competitives grewth resumed, unemployment fell,s real.
incomes returned to normal  levelss etc.s with world
economic recovery (e.g.y Costa Rica).

- The level of develcocpment and degree of economic
dvnamism. The speed af which benefits of adjustment
materialize depends on countries’ level of development
and degree of econemic dynamism. For examples the
medium—term impact of devaluatian on encouraging
efficient import substitution and non—traditional
export promotion-is likely to be much greater in a
context where a dynamic groups of industrial
entrepreneurs already exists. Higher foed prices raise
small farmers incomes and induce a supply response only
if they are integrated in to the market via a system of
decent roads. FReorienting government services to
target the poor may take an unacceptably long time if
the bureaucracy does not work well to begin with. In
other words, while adjustment may be a necessary
cendition for sustained growth and development. it is
not necessarily sufficient.

These cautions asides the' theory..of markets remains a .
pavwertful teol of analysiss and the market remains a strong
driving force in pelicy formulation throughout the world. There
is an important qualificaktions however. The conditions that
underlie market efficiency are very stringents and unlikely to be
found in practice. These "efficiency conditions" are said to be
met when the economy is in such perfect "balance" that no one can
be made batter off without making someone else worse off.* They
include, for example. "perfect competitions" and the necessity
that prices reflect full social costs and that producers and

tWhen economists mention "efficients® they usually have in
mind the line of thought developed by Vilfredo Pareto. a. 19th -
century Italian economist and sociolagist. One condition is that
the marginal rate of substitution (in consumption) between any
two goodss or between any goods and leisure, should be the same-

- far all consumers,y in the absence of externalities. This

provides for efficient allocation of goods. . A second condition

is that the marginal rate of substitution (in production) between:
any two inputs should be the same- for all producerss whether
producing the samne or different goocds. This provides faor
efficient allocation of rescurces. Incone distribution is taken
as given, and there is the further assumpticn that the -welfare af
each individual depends solely on his-own consumption and is not
affected by the.consumption of athers. 1In this model.s prices

must reflect full social costs (no externalities). '



i

4
&

consumers alike adjust their consumption and input decisions
precisely in accord with such prices.

Because these conditions tax credulitys, economists have
explored the significance of pelicy recommendations in their -
absence (i.e.s in the real world of market imperfections of
various kinds). In this "second best" real world it is
recagnized that if even one of the efficiency caonditiaons is not
met, then all consumption and prqduction decisions become
ecanomically ambigucus. This means that if there are, for
example, important elements of monopaly in the economy, then the -
welfare eff=cts of this or that pelicy recmmmendatlon can never
be fully understcod.

K. Toh of A.I.D. explored this pessibility in a paper
presented tc A.I.D. ecenomists in 1984. His central point .
summarizes well the significance of second-best soclutions.
Because in practice it is very difficult to trace the complicated
effects of one change on the rest of the economys, he suggests
that three implications follaw.

First, it is unwise te advocate any particular policy
without understanding the particular circumstances under
which the pcolicy operates. Second. the argument for
government controls in order teo correct the failings of
unregulated markets is generally not valid. Government is ¢
not omnipotent. It is not only markets which fails there
are government failwres too .... Thirds given the facts that
market failures are relative and not absolute, and the
continuing presence of the second-best problem, one
practical sclution is tc compara the relative efficiency
‘between public and private sectors and allow each to .do
those things which it can do better than the cother.

In sums the central lessons taught by the second-best
pracblem and the more general limitations of our aralytical base
are that global peolicy =zuggestions are inappropriate, and that
within a national economy smaller, but certainly more cauticus,
steps may be better than larger ones until the full implications
of a pollcy change become apparent. : '

Anather reasen for caution has been expressed in a cr1t1que
of Bank programs by one of its officials. The market-based.
analytical model guiding cenditionality does not provide a
quantitative guide to the behavioral relationships linking 1nput5
(palicy actions) and outputs (macrcececonomic performancel). In the
absence of such a framework linking, for exampley trade refarm to
changed levels and patterns of trade. the long—-term outlcok is
Tar clearer than the shart—-term outleck. In effect: the specific
effects of the reform are somewhat ungredictable, especially in

the short-run. This is anather argument for going cautious1y;
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and with great attention to costs. in establishing
conditionality.

Conditionality within A.I.D.

A.I.D.’s appreoach to conditionality essentially is based on
variants of the two—gap model, with some consideration given to
the monetary appreach to the balance of payments: and is similar
to the World Bank®s approach.® Essenticllys it is based on a
commitment to reforming all government policies that reduce
efficiency, employment, equityyy or growth, while recognizing the
extent of the trade-offs among these variables. To achieve these
goals, the conditions attached %o leans are derived basically
Trom necclassical econamics and girowth thecory and embody a
pragmatic approach to institutional chaiiges that support market-
led development.

The pattern of A.1.D. conditionality is revealed in several
recent studies. A.I.D. conditicnality provisions by policy area
and country in fiscal year 19846 are shown in Table 1. The one
fact that stands cut is the extraordinary sweep of these
conditions-—they cut across the entire economy. A.I.D. "
conditionality is similar in scope te programs of the World Bank
and the IMF. as shown in Table &5 which summarizes areas of
pollcv reform in Qoma11a by danor. : :

A GAD study in 1985 eyam1nmd A I. D. conditionality in six
cecuntries (Ceosta Ricasy Hendurass Egypt: Bangladesh,s the '
Fhilippiness and Sudan). Only % of the 19 Development Assistance
(DA) projects required government action as conditions precedent

2The World EBank analytical mcdel is based on standard neo-
classical econamics and variants of the two—-gap growth madel.
which stress the saving—investment balance and foreign exchange
constrraints. The maodel emphasizes the availability of external
resources (which can cleose either gap) and.the capital’
requirements necessary to sustain planned growth targets. The.
focus is on national accounts and real variables in a Harrod-.
Domar model of an open economy which suggests the dynamxc
relationship between the cap1ta1 stock and putput

The IMF approach to condxtxona11ty is derived from the ;

monetary approach to the balance of payments. | This apprnach uses-in

a flow-of-funds methodology and is concerned solely with nominal
magnitudes. The IMF’s emphasis is on measures to reduce balance .
of payments deficits in the short runy whereas the Bank’s
conditionality iz directed more. toward raising growth rates. to
raise living standards and avoid balance cf payments def1cxts in
the medium and long run. .



Table 1. A.I.D. FY 1986 Conditionality Provisions by Policy Area and Country

FISCAL

Tax Reform
Jamaica
Senegal

Improve Tax Administration
Haiti

Honduras

Jamaica

Senegal

Reduce Expenditures
Chad _
Costa Rica - *
Dominican Republic
21 Salvador

MONETARY

Limit Domestic Borrowing
Costa Rica

El Salvador

tionduras

Limit External Borrowing
El Salvador

Permit Interest Rates To Rise to
Markec-clearing Levels
Ecuador :

Enhance Private Sector Access to

Commercial Credit =
Costa Rica
Togo

. EXTERNAL TRADE
Limit/Reduce Export Taxes

Dominican Republic
Zaire

Reduce Import Tariffs
Ecuador

Kenya

Senegal

Zaire

Promote Exports
Belize

Require Purchase or Attribution
of Equivalent amount in U.S.
Commodities (code 0GO0)
Bolivia

‘Costa Rica

Dominican Republic

Ecuador

Guatemala

Israel

Jamaica

Mozambique

Panama.

Somalia

Tunisia

Require Purchase or Attribution
In Code 000, 899, or 341
Countries Only :

El Salvador

Egypt

Grenada

Honduras

Sudan

Enhance Private Sector Access to
Foreign Exchange

Costa Rica

Honduras

Mozambique

Somalia

Reduca Restrictions on Exports
Belize

Reduce Administration of
Restrictions on Exports
Belize

Kenya

Haiti

Senegal

Foreign Exchangc (genaral)
Zaire -
Zambia

Reduce/Elimi..ate Difference
Between Official and Market
Exchange Rates -

Coata Rica °

PRIVATE SECTOR

Deregqulate Price and/or Controls
Belize
Ecuador
Grenada
Kenya
Mozanbique
Togo

Decrease Administrative
Controls/Regulations
Kenya

Enhance Access to Markets and
Productive Resources
Dominican Republic

El Salvador

Mozambique

Somalia

Enhance Eantrance Into Selects:
Activities

Somalia

Togo

- >
Reduce 2rice or Market Controls
Belize
Kenya
Togo

Increase Access to Domestic
Credit
Somalia

Increase Private Sector Access to
State Agricultural Holdings
Dominican Republic

PARASTATALS

Divest Parastatals
Coata Rica
Grenada
Qanama

Restrict Parastatal Activities
Belize
Grenada

Source: A.I.D. (1986).
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Table 3. Arcas of Policy Reform in Somalia, by Donor

Liber- Liber-
Exchange Bxchange Civil alized alized
Rate Rate Savice Privatization  Recurrent  Interest  Market- Input . Bank Surrender  Erd Price
Doner  Unification Freedom Reform  of Parastatal Costs Rates ing Supply Privatization ~ Requirement  Control Food Aid
AlD. Yes Yes Yes Yes Yes Yes Yes Yes Yes Low as Yes Yes
. possible
Wotld Bank Yes Yes Yes - Only when Yes Yes, but Yes Yes Yes Ok as tax at Floors, No
. appropriate might ac- these rates  ceilings
. _ cept subsi-
‘ : dies for
some sec-
IMF Yes Not neces- Yes Yes Yes Y Yes Yes Yes Necessary  Floors, No
- sary. . - - - ceilings
Geamany Yes, support Not neces- Yo Yes No 4 Yes, weakly Yes Ys = Yes - Floors, No,
. IMF sary, but : ceilings UNHCR
encouraged - ' o only
: ~
Italy Yes, weakly Yes, weakly Yes, weakly Ambiguous Iuly will ~ Yes, weakly Yes Yes, weakly No hope* - Slow, No
’ o . pay them : . gradual
France . Favor,but Yes Yes strong- Yes, lead o Not much  Yes Yes Yes Yes, but Bliminste  Yes No
don't expect ly, butno  investment not French  if possible; -
it action : . tankers useful s
UN. Notinter-  NotInter-  Yes, bt Where Yes, tutnot Notinr-  Yes Yos Notinter- - Notimta-  Flooms, Yes (WZP)
Agencies - viewed viewed only push-  approgriate  pushing viewed viewed viewed ceilings -
. . -“‘g . . .. .

- Now: The donor opinions reproduced in this table are drawn largely from interviews with representatives in Somalia. Exceptions are the Vorld Bank, whose Somalia Agriculure
Projects Officer in Washington, D.C., reccived the team and provided them with his policy options documents, and the IMF and A1D., which also provided the team with
- policy option papers. While the IMF, the Worli Bank, and A.LD. have active stances on all of the policies mentioned in the table, the other donors usually do not. The
* French, Genman, mid United Nations agencics do not atiach any conditionality provisions to their aid and thus engage only indirectly in policy dialogue. They say they are in
the county o help the Govemment of Somalia or for humaniiarian and or political reascns. The Italiens are tho most important bilatersl donor tn Somalia, but their program is
coordinyted very liule if at all with those of the other donors. Most of the Italian assistance is outside of the Public Sector Investment Program and was conceived in reaction
t0 the pressures of the Government of Somalia requests and Italisn commercial intezests.

Sowrce: Goldensohn, Harvison, and Smith (1987).
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or covenants. OFf the eight Economic Support Fund (ESF) programs
studied, tre four with policy conditions were in Egypt. In
generais where A.I.D. did not use project conditionality there
were at the same time significant ESF programs with
canditionality.

The GAD report noted the difference in emphasis and scope
ameng the three types of assistance (DA. ESF. PL—-480), and
concluded that each is unigque in*serving as a vehicle for the
palicy dialogue which is expected to result in policy change.
There iss howevers the additional consideration of the political
and strateqgic pasition aof the recipient country in A.I.D.
programming. Given the gradations of palitical and strategic
position among countries recei:ving A.I.D. assistances it is
difficult to generalize in the abstract on the success of policy
dialogue. It worked well in some places and poorly in octhers.

A different perspective is providecd by a study of A.I.D.
canditionality in its 1984 Commodity Impart and Cash Transfer
programs. Conditionality was employed with greatest frequency in
the Latin America and Caribbean regionss and used scarcely at all
Asia and the Near East. Sub-Saharan Africa fell in between those
extremes. Second, where conditieonality was employed, it tended
to became more comprehensive and detailed as the amount of’
rescurces devoted to the program increased. Third, while
A.I.D."s use of conditionality is increasing, the total amount of
its resources conditiconed on macroeconomic performance still
constitutes a comparatively -small proportion of total U.S5.. .-
bilateral economic assistance.  In FY 1984, for example, 20’
percent of ESF uesources had some cond1t1ona11ty af thzs kind
=ttached. : : ‘

The study found that ecownomic policy conditiens attached to
Econamic Support Fund programs fall into four categories: (1)
nonfinmancial public sector (reducing expendituress: promating tax
reform; dismantling price and market controalss including low .
prices paid by parastatals for aaricultural commoditiess
rationalizing the public investment budget; reducing subsidies;
and divesting or restricting the activities of parastatal
enterprises)s (2) monetary policy  (reducing the public sector =
capacity to borrow domestically or abrecads decontrelling of
interest rates, and channeling more credit to the private
sector); (3) foreign trade and exchange rate policy (reducing
tariffs or administrative controls on imports, and, less
commonlys eliminating export taxess loosening administrative
requirements for exports, and reducing the gap between official
and market rates of foreign exchange); (4) policies toward the
private sectar (eliminating price controls and enhancing access
to productive rescurces and markets). v

- 3

There were additional conditions such as tying of the
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stabilization/structural adjustment program toc the purchacse of an
amount of goods equivalent in value from the U.S. or & restricted
group of LDCs. This condition was applied to all countries in
the Latin American region except Haiti whose trade already was
heavily oriented toward the U.S.

The study also revealed that conditionality varied by
region. The countries in Asia and the Near East, including the
leading recipients of U.S. econogic assistance, are subject to
negligible conditionality. Conditionality in the Sub-Saharan
region is relatively more concentrated in the external and
private sectors. In the Latin American ard Caribbean regicon,
there is a wider variety of conditionality with greater frequency
than in the other regiaenss .and conditionality was more evenly
distributed among the four functional areas noted abave.

Conditionality rarely applies to only one functional area in’
either Afrrica or Latin America. Similarly: it was also rare for
& recipient to be simultaneously subject to conditionality in all
fowr areas. The only excepticons were Costa Rica and El Salvadar,
both of which had comparatively large programs. : '

- R.I.D.7s experience with paolicy conditionality in Malis
Samalias Zaire, and Zambias was studied in 1987, and the results
can be summarized as follows (qucting and paraphras1ng from the
final report):

_ Agricultural sectar impacts. (1) Farmers responded to
changes in incentives. There is clear evidence that farmers
responded to freer markets and price signals and made choices
that maximized their welfare. . (2) Pelicy reforms led to
significant increases in food production. In the presence of
adequate rainfall.: donor-assisted policy reform programs were the
dominant causes of increased fTood cutput in Somalia, Zambia,
Zaire and Zimbabwe. (3) The major beneficiaries were small
Tarmers. (4) Agricultural policy reforms had a quick impact on
output and income. This supports the view that the guickest way
to 1lift African agriculture from its current stagnation is to
suppert reforms in the producer?’s: incentive structure. (3
Folicy reforms had the greatest impact where other constraints
were less binding. (&) Policy refarms promoted private sector
development in rural areas. .

Economv—wxde 1mpact (1) D1str1but1ona1 equ1ty has 1mproved
and the urban bias of the economic systems has been reduced.,
results cansistent with the United States® fundamental goals in
supporting policy reforms. ({2) Market structure and spending
reforms helped African gavernments in their efforts to cut budget‘
deficits. (3) Reform programs had faverable effects eon balance
of payments. (4) Macroeconomic pragress has been slow because of
bad weathery, falling export pricess. and large debt service
payments. '




Implementation. (1) Folicy reform implementation failures
can defeat the best program (Z2ambia was most sericusly atfected
by these problems). (2) Price interventions were extremely
difficult to manage. (3) There was insufficient doner assistance -
to keep impart levels from falling and inflation frem increasing.

Role of denors. (1) In somg casess the combination of
financiacl necessity and common sense led to structural adjustment
even without reform programs. (2) At the same time, external
assistance was critical to the adopticn of policy reforms by
Aafrican governments. (3) A.I. D:°s role has been both catalytic
and supportive.

Continued emphasis on policy reform. (1) Policy reforms are
not the only answer to Africa’s economic problems, but they are
an important part of the answer. (2) Pelicy issues stretch beyond
the puwrview of African governments (e.g.s African debt and tTuture
world trade are international issues). (3) 1t is impartant that
the United States and other donors maintain their commitments to
reform programs if these pregrams are to succeed.

A study of the impact of Zaire’s economic “liberalization -
oragram" casts some light on haw weomen fare under policy retorm
(Sines et al.. 1987, pp. E-6 and E-7). Its conclusions are as ¢
follows: - . BT PR ‘

— In Zaire, women provide a major source of labor in food.
crop production. The accrual of the gains made under
policy reform by women depends to a large extent. on
intrahousehald decision making.. To the extent that
this prucess is inequitable to women in individual
househaldss women will not share equitably in any
production or income increases.

—= . Women account for only a small proportion of those
invelved in plantation agriculture. Policy reforms -
which favar this sector will not have as. large a
positive impact on women as thase favaring the
trad1t1onal sectar. :

—— Women are- important in all aspects of the food -
marketing chain. Women farmers appear to be selling -
more as. a result of price liberalization. The 1mpact
on their nutritional- status was unclears however.

~-  Price liberalization has had a positive impact on the
number of women traders. Abolition of prcohibitions on
interregional trade has had -a-positive impact on women
as they are free to benef1t from price d1fferent1als
between regions. . :
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—— FPalicies which require a husband®s permission befare
women can cbtain bank accounts and sometimes credit
have a negative impact on married women®s access to

banking services. These polices have had a negative -

impact on the operations of women traders.

While the Zaire experience may not be a guide to
expectations everywhere. the differential impact on wamen of
various kinds of policies does suggest strongly that this 1mpact
must be an important consideration in program design.

4

Operating Characteristics of Programe

Falicy—-based nonproject assistance among major donors can be
viewed in terms of its varicus operating characteristics. There
are, for example: various effectiveness issues attached to
different kinds of aid such as its accountabilitys its efficacy
at the naticnal versus the sector levels and the best kind of.
linkage between nonprcject assistance and cther aid.. There: are-
issues related to the congistency of application of assumptions

and remedies in applving nonproject assistance among countr*es of

difTerent sizes and 1nst1tut10na1 capac1t1es.”_

Measur1nq the effects af pol1cy chanqe resultlng froem ..
carrying cut conditionality provisions is extraordinarily:-
difficult. ‘There is no.single quantitative measures, such as
rate of return, for examples by which a program can be. judged.
The essential prcoblem.is the absence of the cocunterfactual-—that
iss knocwledge of the conditions that ‘would have. prevailed in the
absence of the program, or the effects that would have been
experienced under alternative programs. -

Essentially there are four.difficulties common to evaiuating

the effects of program conditionality: (1) the precise links
between policy dialogue and policy change are not clears (2) the
precise links between policy change and expected change in ithe
economy are uncertains (3) it is difficult to separate. the:
effects of a specific policy change from- tho=e‘effects-resu1ting-
from policy changes stipulated in other preogramss, from changes in
external factors such as export markets, and from major internal
events such as drought or especially good weatheri (4) when'a -
policy change is merely the first of an anticipated series of"
such changess the findings of the evaluat an w111 depend heav11y
on when it is ca|r1ed out. o :

Because-of‘these'limitations, emphasis. in the evaluation of
nonproject assistance is sometimes confined to nonquantitative
indicators such as performance disbursement benchmarks. that ' -
indicate the extent to which conditionality provisions were .
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actually carried ocut. This amcocunts to checking an the degree te
vihich stipulated changes have been carried out. with funding
divided into a series of tranches which are disbursed on the
basis of satisfactory progress in implementing policy and
institutional reforms. The benchmark approach is a practical
method »f checking what has occurred under a programes but it is
unsatisfactory to those seeking a synthesized measure of econamic
effects of the program.

In sums evaluation of the e%fects of nonproject assistance
remains an undeveloped art. This suggests that evaluaticn of
nonpraject assistance will conyinue tae rest heavily on various
performance indicators measwring the extent of compliance of a
government with the conditions stipulated.

Advantages and Disadvantages of Conditionality

The major advantages and disadvantages of conditiconality are
presented in Boxes 1 and 2. They are drawn from criticism trom
the entire spectrum of literature on structural adjustment.
(Accordinglys some of the language in the boxes guotes fram or
paraphrases this literature.) NMa judgment is made on the
validity of these arguments; rather, they are intended to convey
the range of controversy surirounding conditionality.

There is no easy way to halance the advantages and o
" disadvantages of policy-based program lending. @& case can be and-
has been made in favor of each argument. In one senses a
balanced judgment will rest on twe factors. . First, much more
analytical and empirical work is required an all aspects of the
effects of conditionality. . Seconds the way ane appraaches the
questions that need. to be asked c¢f conditionalitys:s and indeed the
questions themselvess will be affected by the researcher®s warld
views i.e2.s whether the ressarcher "believes" that less-developed
countries can prosper in the world economy in a positive sum .
game, ar whether those countries inevitably will lose in their
struggle with more developed Country 1n a zerc sum game.

Is there any conssnsus an’ cond1t10nal1ty7 In general. there’
is widespread belief amcng major donors that policy-based

-assistance is nat only appropriate but necessary given the cr1s15'~' -

proportzons of the develocpment problem today. Among major’
recipients, there is. a record of such assistance being assoc1ateda
"with economic growth and alleviation of poverty. A few
recipients have repudiated. the agreement backing: polxcy—based
lending (e.g., Zambial). There has. been no seriocus suggest1ons,
hawever, that policy reform in those countries be repudiated as a
principle. Insteads there are suggestions that in some cases

- palicy reform should be carried cut more slowly and cauticusly,
and that conditicnality. should be accompanied by greater economic.

.
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BOX 1. ARGUMENTS IN FAVOR OF POLICY-BASED ASSISTANCE

1. The policy setting in many ceveloping countries inhibits growth and
the achievement of equity. In many cases, the policy environment has
become a hodgepodge of regulations, price fixings, prohibitions, and
bloated and dysfunctional state sectors, resulting in the stagnation of
economic growth while population continues to increase. The support
that had once existed for statism began to erode in the grim light of
reality--poverty, ignorance, and corruption. A solution was needed, and
because the policies favoring state-led growth have come to be viewed as
parts of the problem rather than as solutions, greater reliance on mar-
ket forces is necessary. No matter what the imperfections of the market
might be, both market and government failures must be addressed.

1| ~ : . .
2. Political stability is the key‘to economic growth and economic
growth 1is the key to political stability. While the evidence on the
relationship between good policies and good growth can be debated in
some cases, there is no case for the idea that a nation can have good
growth without good policies. Similarly, while the evidence on the
relationship between growth and political stability can be debated in
some cases, there is no case for the idea that political stability can
exist in the presence of economic chaos and decline. A semblance of
stability might appear, but only at the cost of great repression of com-
monly accepted liberties. Finally, economic growth in which the bulk of
the gain goes to a minority is not growth for the majority, so it does
matter that the growth be shared somewhat equitably, which, in turn,
further enhances political stability.

3. While random external events will affect development, economic
growth and welfare depend primarily on domestic policies. External
events can have an uplifting as well as 2 depressive effect on a y
nation’s economy.. Further, some economies are heavily export and/or

. import dependent and appear therefore to be "vulnerable" to world mar-
kets or to their chosen trading partners, as in the czse of trade with
Eastern Europe. ' How such a country adjusts to this apparent disadvan-
tage in the long run depends on the policy set chosen in the short run.
Even the poorest country in the world can choose a policy set appropri-
ate to its. economic condition. To the extent that local leadership is
less interested in growth than in its own perquisites, then this gener-
alization does not hold, and policy reform seems of rather academic
interest. The result under this circumstance is economic stagnation and
growing immiserization.

4, Conditionality may help developing country leadership accomplish its
own goals. In some cases, policy changes that create economic losses
for particular groups.threaten the political strength of leaders and
would not be made unless nonproject assistance were conditioned on the
change. It is folklore in development circles that A.I.D. or other -
donors give advice. to countries (either indirectly through dialogue or
directly through conditionality) that their own leadership would like to
give. While competent explanations-of the dysfunctional pelicy and
institutional settings often are available locally, there are indeed:
cases where outside advice has been helpful. Of course, in some cases,
if the conditions are made public, the incumbent government may be
threatened. This is obviously a delicate procedure. Nevertheless, out-—
side advice can sometimes strengthen the political hand of local leaders-
who propose policy reform, provided the donor engages in true dialogue
that is supportive rather than imperious.




BOX 2. ARGUMENTS AGAINST POLICY-BASED ASSISTANCE

1. Limited knowledge base. The iap betwean policy and its expected results is
enormous even In developed economies. In developing countries undergoing rapic
structural change, and for which the database is seriously limited, it is fantasy
to suppose that any policy planner can "manage" economic development by changing
interest or exchange rates, stipulating budgetary limitations, and the like.  1In
efiect, the operational mechanism through which policy changes affect reality is
something of a "black box." Moreover, gricea in such developing countries some-
tines are unreiiable indicators for rational investment deciaions among projects,
sectors, and regions. At best, policy recommendations should be limited to such
critical issues as develoging technical competence among develogin count
economists and others dealing with the economic problem, establish ng local and
international inatitutions for the ongoing review of problems and policies,
providing for coordination among donors who express interest in providing assis-
tance, and so fortii. Thus, the limitations of our knowledge suggest a wider
attempt at building local technical capacity and institutions capable of address-
ing polici issues on a continuing basis.’ Finally, the emphasis on market-orient-
ed condit onalit¥ may represent wishful thinking, for in the very countiies held
ug as examples of such growth, governments have exerted a strong influence on the
shape of the economy (e.g., South Korea, where the Government has directly and
indirectly influenced capital allocation for three decades).

2. Inherent ideological bias of policy-based lending. For various reasons, some
economically emerging countries have chosen a development strategy emphasizing
equity and growth as co-equal goals. This has sometimes led to sfunctinnal ex-~
pansion of the state sector, corruption and the elevation of "politics over eco-
nomics,* and economic collapse. In urging standard policy reform measures, how-
ever, donors are in effect substituting their own version of "the good life"
(growth before equit¥) for that of the developing count {growth and equity).

I% the elImination of absolute poverty is a major objective, then The strateqy of
development must be designed to achieve this, based on conditions indigenous to
the countr¥. If a tendency toward egalitarianism is important, then policy
conditionality must reflect this reality.

3. *"Getting the prices right"” is only the beginniang. Although donors are con-
cerned with short-run costs of adjustment programs, the compression of consump-
tion following application of conditionality still receives insufficient atten-

tion. Equity may depend in part on current policies (direct aid to the poor, for

example), but it also deperids on who owns the economic assets and who controls
the system. When there are wide disparities in asset ownership, the market wid-:
ens rather than lessens income differentials. In effect, the ascendancy of poli-
cy reform lending is a return to a trickle-down strategy of development that ig-
nores the lessons of history that led to the movement away from such theories and
toward a "basic human needs™ approach. Similarly, even with market-determined
prices, there remain problems of structural riiidity, provision of public goods,
widespread training problems, and institutional constraints. These problem are
as important as prices; in fact, a case can be made that without attention to
these problems, a market system will be difficult to create or maintain.

4. Asymmetrical policy conditionality. While stringent policy conditionality is
agplied to mani developing countries, major lending countries enga e in some of
the very practices they condemn in developing countries. The difficulty of coor-
dinating policy among Western Europe, Japan, and the United States dwarfs the
policy problems of most develoging countries. Further, the disarray in the agri-
cultural policies of most developed countries surely matches the agricultural
policy miscalculations in developing countries, although with different results.
Growing trade restrictions in developed countries against exports of developing.
countries gives the game away as one of continuing attempts at exploitation of

" developing countries. (The limitations imposed by the United States in its
Caribbean Basin Initiative are viewed among developing countries as symbolic of
the real difficulty faced when a develoged country proposes “helping" a develop-
ing country.) The basic difficulty with this asymmetry is that it reinforces
within developing countries a climate of suspicion that assistance to them is a
game among developed countries played out largely for internal political reasons,
with the interests of the developing countries taking a distant second place to -
developed countries’ concerns with their own economies. In the long run this
approach has two effects: (1) it makes cooperation more difficult around mutual
interests that surely exist between developed and developing countries, and (2)
it fuels acceptance of radical thought from Eastern Europe, the Soviet Union, and
.China that suggests that the only safe course for developing countries is align-
- ment with world socialism (Soviet- or Chiness-type). ' » '

\ \)
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assistance to ease the transiticnal costs, especially among the
poor.

All of this suggests that while policy—-based lending is
controversial, more frequently than not it has been asscciated
with economic success. It may be expecteds therefore, that
policv-based assistance will remain a permanent part of major
donors’® portfolios for the indefinite future.

y

Benefic}ary Impact

While critics may concede that on balance better policies
mean faster economic growths they often insist that the poor do
net benefits o~ may actually suffers, trom such growth. Who are
the gainers and lasers?

The pragrams which have been subjected to the most intense
criticism in this regard are those of the IMF. Howevers these
pragrams have been the mast actively and visibly defended. The
IMF’s defense of its programs is recocunted below hecause it is
representative of the thinking among major Jdonors, including
A.I.D.. ‘

The IMF®s basic argument is that while there may indeed be
some reduction of consumption as & result of its structural:
ad justment programs.s this may affect. all groups vrather than just
the pocor. In any cases it is stressed that this compression
would have been greater in the absence of its adjustment programs
and the Tinancial suppoert they provide. Specificallys the IMF
view is that the distributional impact of exchange rate .
devaluation is mixed in the short runs in the long run improved
grawth and employment will occcur so that all groups will share in
higher national income. :

In the monetary area, appropriate policies on money creation
and credit tend to curb inflationary pressuresy which . should help
the poor who usually do not own assets that would rise in value
with inflation. This beneficial effect is somewhat counter-—
balanced by the fact that established and urban firms are in a
better position tp compete for credit than are smaller firms in . -
the rural sector},so the distributicnal benefit from appropriate
credit policies is not as great as might first appear. At the
same times however, interest rate decontrol provides smaller .-
firms in. the rural sector greater access to credit.

The distributional impact of fiscal policy is also mixed.
On the revenue side, through improved direct taxation the
distribution of wealth and income can be ‘made  less unequal, and-:
this is possible as well for selected indirect taxes. On the’
expenditure side, getting civil service size and salaries under
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contral will have an immediate positive effect on distribution.
Reduced subsidies, which result in increases in prices of food.
transportations and petroleums ultimately will increase

employment. Current food subsidies for the poor largely ignore '
the very poor whe live in rural areas. Under any circumstances -~
food subsidies must be targeted much mare clasely to the lowest-—
income households.

The unly eccnomically and pglitically adequate defense of
policy-based; nonproject assistance which will hold up in the
long run is that in fact the poor do benefit. To ensure this, it.
i1s necessary to view palicy reform and poverty. reduction as
camplementary geals, not cpposites. This means: in turn, that
poverty must become a policy focus in any praegram for change
intendéd to enhance overall economic growth. The important point
is that economic crises will force adjustment in some farm.
Folicy-based pragram lending praovides the opportunity for an
orderly transition away from the problems. Howevers without
adequate attention te the poor the transition itself is
threatened: as is the likelihood of permansnt impraovement.

In brief, if the claims of poverty alleviation are seen as
oppaesed to the needs for structural adjustment. in a crisis
situation the claims of poverty might be ignored. - For this
reason, actions taken td alleviate poverty must become a e
suppertive part of the policy reform packages contributing to 4
increased productivity and growth and not seen merely as 1ncom9 .

- transfers: wh1ch will reduce growth.. :

Work done at th2 Overseas Development Institute in Londan
notes the feollowing kinds of actions which have been taken under
recent Bank lending, cited with permission of the Bank.. (A.I.D.
was also active in some of the countries cited.). These actions
were intended to: (1) enhance the access af the pcor to
productive assets through land reform that is asscciated with
ad justment, as was done in Thailand; (2) increase the rates of.
return on assets held by the poorys as done in Ivory Coasts where .
positive income distributional effects resulted from higher . |
agricultural prices; (3) improve access to gainful employment -
through assistance to retrenched public-sector employees (as in
Gambia and Guinea-Bissau)s and in emergency emplayment schemes.

(as in Chile)s (49 maintain or increase the rate of human capltalu
accumulation of the poor through protection of soccial T i
expéndituwr-es, particularly health and educations, as done in )
Brazil and Indenesiaji (5) target income and consumption transfers

to the poor whose incomes are not increased by structural.
ad justments as discuss=d in the case of food =ubs1d1es in Mnrocco
and Jamaica. : : :

The central point is that positive programS'enhancing the
contribution that the poor can make to structural adjustment can
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be built directly inte policy-based programss and will be
acceptable as parts of the growth precess. The few remaining
instances where transters are required for the pocor will be szen
as a relatively small part of such programs.

Even assuming that programs are designed to help the poors
the evaluation difficulties noted above remain . .important in
judging beneficiary impact. The time frame for & program
"payoff" may be a decadeys and avegr that periocd different groups
may benefit in different ways. To the extent that price
distortions are reduced, for examples the beneficial impact in
the short to medium term is almast certain to be in the rural
sector. And since women play such an important role in that
sector, women stand to benefit.

Summing Up

With all the gualifications and cautions attaching to
canditiocnality, among most cbservers there is consensus that
while structural adjustment programs cannot ensure economic
grawth, policies that inflate economiesz and distort rescource
allocation are inherently suspect as hastile ta economic growth.
Giovanni Cornia and Frances Stewart in 1987 summarized "a few
general lesscocns worth distilling" from the structural ngustment
experiences- - of 10 countr1es. . These are as follows.

—— The shocks ta which the majority of the countries had
to adjust were excgenocus (i.e., the results of changes
in the international environment or in climatic
canditions, bath factors beyond the cantrol of nat10nal
authorities).

— Adjustment is necessary. Whatever the nature of the -
shock affecting the economy:s countiries have to adjust
to a changing environment. Failure te do so normally
entails hugp losses of cutput and human welfare.

- Growth—arlented approaches with sttuctural adJustment
'~ have been successfully adeptad. While several of the
10 countries analyzed followed predominantly :
contlact1onary.p011¢1es, others adeopted more. growth—'
ortented approaches incoarporating elements of
structural adJustment‘ and in some cases of human
protection. :

'mBotswana, Ghanas and Zimbabwe in Africas the Philippines.

South Koreas and Sri Lanka in Asiasi and H|a~11 (Sao Paula)s Peru,;.‘f

Chiles. and Jamaica in Latin America.



- Growth—-oriented adjustment is necessary but not
sufficient to protect wvulnerable groaups.

- In the short-to—-medium term, the well—-being of children.-
and ctheir vulnerable groups can be protected and even
improved with the adeption of appropriate targeted
pragrams: even during periods of economic decline.

- Most programs aimed at’protecting the poor are
relatively inexpensive in terms of total government
expenditure and GDF.

—— Foreign financing is important in facilitating a smooth
program of adjustment. While the availability of
medium—to—leng-term financing in sufficient amount
allows the investment necessary for structural
adjustment, external assistance (aoften to meet fOIelgn
exchange costs of imported inputs) for specific
programs designed to protect the poor also proved an
impertant element for the suzcessful protection of
human conditions.

These conclusions paint to serious problems but also praovide

‘a basis for optimism. Scme strategies for economic growth and

alleviation of paverty de exist. However, what kind of growth ',
cccurs——whether it improves the lot of the poor or not——largely
depends on the k1nd of strategy chesen.: - .. .

The general lessons of structural adjustment and policy .
reform outlined above can be given broad programmatic detinition.
First, some asset redistribution is necessarys either with
econaemic growth or prior to growths including tenurial changes, .
massive educations and broad investment in assets that are
complementary to those assets ocwned by the poors such as
nutrition and education, irrigations and credit programs or input
subsidies. A second complementary strategy is to increase the
relative and absolute demand for ungkilled labors which should be
accompanied by the strengthening of institutions that improve
labor mobility and access to. joabs., Both strategies imply vet a
third strategy tc move prices (1nc1ud1nq evchanqe rates) claser
to_clearing levels. S SR : :

A study of World Rank erper1ence by L1one1 Demery and Tony
Addison in 1987 gives added weight to.the suggestion that. f"A'__
structural adjustment can be carried cut while providing = ‘L:
protection to the peoor. They examined attempts of more than a
dozen less—developed countries to assist the pcor while:
undertaking structural adjustment. - Basicallys they found that

- the effort must be made to increase the participatien of the poor

in activities that are expanding under structural adjustment and
to maximize the ability of the poor to generate income, so that
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transfer payments may be targeted scolely toc the most vulrerable
groups. They "distinquish five broad approaches te assisting the
poor under adjustment: (1) increasing their access to productive
assets: (2) raising their return on assetsi (3) improving their
employment cpportunities: (4) enswing their access to education
and health services;: and (3) supplementing their resocurces with

transfers." In shart, these approaches provide many examples
aof the possibility of protecting the poor while undertaking
structural 2adjustment. N

Because there is nothing magical about these strategies
cited above. considerable controversy suwrrounds each suggestion.
Perhaps the best that any government can do in the matter of
gconomic policy reform is to try to achieve and retain an aptimal
balance between regulation and ether forms of government
intervention and the free play of market forces. Boath theory and
experience (as seen, for example, in the Japanese and Korean
models) suggest that a vital and growing economy requires both a
=traong private sector and a strong and preactive government.

There is yet another perspective on specific interventicons
that support policy—-based adjustment.. In a sense, the essential
development problem facing less—developed countries is nat that
the potential of the market i1s net understocd. Rather, it is
that changes that took centuries te achieve in developed
countries are being collapsed inte decades in less—developed
countries. In many cases, there has not been encugh time for the
institutionals culturals and political development that underlies
market—-led growth to cccur. Some common features of sccieties
integrated through markets are a system of laws protecting
property and contractss stable and predictable governments,
acceptance of the rule of law surrounding civil liberties, brocad-
based capital markets and a reliable system of public
accountancys the concept of relatively equal apportunity, and
spirit of rationality. Froem this perspective, a strategy of
development must combine broad-based policy adjustment with those
projects that help less-developed countries overcome the
institutional and cultural deficiencies that impede market
development but that require more time to correct.

On the whales A.I.D.°s experience with policy conditicnality
has been positives as reflected in several country evaluations,
although many difficulties remain. Current evaluaticon efforts in
A.1.D. will be devoted to estimatihg the impact of policy reform
cn lower income groups in less-developed countries. Preliminary
results far Africa will be available by mid-1989.

There is little doubt that the effort at policy reform is
overdue and appropriate. Wildly cut of balance budgets. aver-
valued exchange ratess inefficient government restrictions on the
sale of agricultural productsy and a host of similar economic
aberrations usually produced the opposite of growth—-—economic.
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Because policy reform changes the balance of power among
groups in the economy, it is both an economic and peolitical act.
From this perspective, perhaps the main problem encountered in
encouraging policy reform is to convince the leadership that they’
will be able to survive, and even prosper, while at tha2 same time
giving up power and authcority. This is why policy reform camot
be impcosed from the cutsid= if it is expected to be of lasting
value. Falicy dialogue requires,patient, long—term (decade or
mare) collaborative efforts among doneors and recipients alike if
it is not to become just ancther promising, but failed,

development fad. R
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